Liability rules in effect require a polluter or other generator of external costs either to reduce the pollution or other form of externality, whether in part or in full, or to compensate those who bear the external costs. Such rules thus provide a framework within which market negotiations can take place between those who generate externalities and those who are affected by them. Government enters the process only as the referee which enforces the rules.
Liability rules are the most appealing form of economic incentive for many reasons, not the least of which is their ability to confine negotiations and bargaining to those who have a real stake in the matter at hand. However, liability rules tend to become impractical when many parties are affected by an externality because of the expense and difficulty in identifying all the parties, negotiating with them in a coordinated way, and compensating them. Liability rules are also subject to abuse when the possibility of threat distorts the bargaining power of one of the contending parties.
Direct government provision of economic incentives also creates economic pressure to reduce external costs (or increase external benefits). That is, government also alters the cost or revenue structures that influence the behavior of profit-making organizations. Direct incentives can take the form of taxes levied on marketed outputs, which tend to reduce production of the primary product (e.g., coal) and of the associated externalities (e.g., ground-water pollution). The incentives can take the form of taxes on inputs (e.g., high sulfur coal as a power plant fuel), which may reduce the creation of externalities more sharply than production of the final product (electricity) . The incentives can also take the form of taxes on the production of externalities themselves (e.g., effluent taxes), which directly discourage the production of externalities while leaving to the firm maximum flexibility in deciding how, and even to what extent, to do so.
Tax credits and other forms of positive incentives can also be used to encourage process changes that reduce externalities. The obvious danger of such subsidies is their political appeal: Too often the desire to favor a constituent overwhelms and obscures the goal of reducing externalities and results in costly but ineffective policies.
In general, direct government provision of incentives is administratively more costly, requires more information and calculation, and is more subject to political distortion than is the establishment of liability rules. However, when the number of parties affected is large, it may be less costly and more effective than liability rules. It may be the method of choice when externalities are widely distributed or long lasting. Liability rules are effective only when those who bear, or will bear, the externalities are able to negotiate directly with those who create externalities. Obviously, future generations cannot enter into current negotiations, and thus, liability rules cannot protect their interests.
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